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Students’ Department
Edited by H. A. Finney

(Note—The fact that these solutions appear in The Journal of
Accountancy should not lead the reader to assume that they are the official
solutions of the American Institute of Accountants. They merely represent
the personal opinion of the editor of the Students’ Department.)
AMERICAN INSTITUTE OF ACCOUNTANTS
EXAMINATION IN ACCOUNTING THEORY AND PRACTICE
Part I
November 16, 1921, 1 P.M. to 6 P.M.
Answer any two of the first three problems:
1. At December 31, 1919, after closing the books, a balance-sheet of
the A Company was submitted to a meeting of the board of directors. The
statement showed an authorized capitalization of $100,000.00, divided into
1,000 shares, of which 800 had been issued at par value, and a surplus
account of $23,000.00. The directors declared a 7 per cent. dividend, payable
February 1st to stockholders of record January 15th.
Immediately following the meeting on December 31st, the B Company
purchased for cash 90 per cent. of the outstanding stock of the A Company
at 130, and the stock was registered in the name of the B Company on
the A Company’s books.
The dividend was paid by Company A on February 1st.
On June 30, 1920, the A Company closed its books and found that it
had made a profit of $12,000.00 for the half year.
On July 1, 1920, the directors of the A Company authorized the sale
of the unissued stock at 120, to be subscribed and paid for by the stock
holders at that date in amounts proportionate to their present holdings.
All of the stock was accordingly issued and paid for at that date.
A dividend of 4 per cent. was declared on July 3, 1920, and paid on
July 15th. The dividend was applicable to the entire stock issue.
The books of Company A were closed at December 31, 1920, and the
profits for the half year were found to be $13,500.00.
The B Company took up its proportion of the subsidiary’s earnings on
June 30th and December 31st, respectively, before closing its own books.
Dividends declared after the acquisition of the stock were treated as a
reduction of the investment account.
(a) .You are asked to prepare journal entries for these transactions as
they would appear on the books of Company B.
Consolidated balance-sheets were prepared on:
December 31, 1919, immediately following the first stock purchase;
July 1, 1920, immediately following the second stock purchase;
December 31, 1920.
(b) State as to each consolidated balance-sheet:
(1) The amount of goodwill appearing therein, assuming that the
books of Company A showed a goodwill account of $10,000.00
at each date and that there was no goodwill account on
Company B’s books.
(2) The minority interest.
(3) The consolidated surplus, assuming that Company B’s books
showed surplus of
$46,000.00 at December 31, 1919.
57,000.00 at July 1, 1920.
68,000.00 at December 31, 1920.
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Solution. At December 31, 1919, when the B Company made the first
purchase of stock, the A Company’s books showed:
Capital stock outstanding ................................
$80,000.00
Surplus:
Balance before dividend ..................... $23,000.00
Less dividend (7% of $80,000)..................
5,600.00 17,400.00
Book value of stock.........................................

$97,400.00

Dividends payable ............................................

$ 5,600.00

The B Company purchased 90% of the outstanding stock:
Par of stock acquired (90% of $80,000) ....
$72,000.00
Book value (90% of $97,400) .......................
87,660.00
Portion of dividend applicable to acquired stock:
90% of $5,600 ..............................................
5,040.00
Purchase price of acquired stock:
Total price ($72,000 X 130) ................
93,600.00
Less dividend rights acquired .........................
5,040.00

Price paid for stock .......................................

$88,560.00

December 31, 1919
Investment in stock of Company A .................... $88,560.00
Dividends receivable—Company A .......................
5,040.00
Cash ............................................................
$93,600.00
To record the purchase of 90% of the out
standing stock of Company A, together with
right to 7% dividend declared today, payable
February 1, 1920.
Price @130 .................................. $93,600.00
Less dividend receivable .............
5,040.00
Price of stock ..............................
Book value of stock acquired.......

$88,560.00
87,660.00

Goodwill in stock purchase .........

$

900.00

February 1, 1920
Cash ............................................................................ $ 5,040.00
Dividends receivable—Company A ................
$ 5,040.00
To record collection of dividend declared by Com
pany A on December 31, 1919.

June 30, 1920
Investment in stock of Company A........................... $10,800.00
Income from stock of Company A ................
$10,800.00
To take up our 90% of the earnings of subsidiary
A for the half year ended today (90% of 12,000)
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Income from stock of Company A........................... $10,800.00
Surplus ............................................................
$10,800.00
To transfer earnings to surplus.
July 1, 1920
Investment in stock of Company A ......................... $21,600.00
Cash ..................................................................
$21,600.00
To record the purchase of 90% of Company A’s
unissued stock at 120.
Total unissued stock .................... $20,000.00
Per cent. acquired .......................
90%

Par of stock acquired ..................
Price per share ............................

$18,000.00
120.00

Cost of stock ................................

$21,600.00

July 3, 1920
$ 3,600.00
Dividends receivable, Company A .......
$ 3,600.00
Investment in stock of Company A
To record declaration by Company A of 4%
dividend:
Total dividend .............................. $ 4,000.00
3,600.00
Our 90% thereof ............ ............
July 15, 1920
Cash ............................................................................ $ 3,600.00
$ 3,600.00
Dividends receivable—Company A ..............
To record collection of dividend from Company A.
December 31, 1920
Investment in stock of Company A ......................... $12,150.00
$12,150.00
Income from stock of Company A................
To take up our 90% of the $13,500 earnings of
Company A for the last half year.

Income from stock of Company A ......................... $12,150.00
Surplus ..............................................................
$12,150.00
To transfer earnings to surplus.
Figures Appearing in Consolidated Balance-sheets
Goodwill: The method of determining the goodwill depends on whether
the holding company carries the investment
(a) at original cost. In that case the goodwill involved in the stock
purchase is determined by deducting the book value of the stock
at the date of acquisition from the cost of the stock; or
(b) at cost plus proportion of earnings and minus proportion of divi
dends declared after acquisition. In this case the balance of the
investment account at any date will represent
The book value of the stock at that date,
Plus any goodwill from stock purchase,
Or minus any negative goodwill, due to the fact that the price
paid was less than book value at acquisition.
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The B Company followed the second method of accounting for the
investment. Hence the goodwill is computed by deducting the book value
of the subsidiary holdings at the balance-sheet date from the balance of
the investment account. A positive remainder is an addition to goodwill.
A negative remainder is a deduction.
Goodwill at December 31, 1919:
Goodwill on books of Company A.........................
$10,000.00
Goodwill in stock purchase:
Balance of investment account ..................... $88,560.00
Less book value of stock acquired:
Par of stock outstanding...... $80,000.00
Surplus ....................................
17,400.00

Total .......................................

$97,400,000

90% thereof ................................................

87,660.00

Total goodwill on consolidated balance-sheet ....

900.00
$10,900.00

Goodwill at July 1, 1920:
Goodwill on books of Company A..................
$10,000.00
Goodwill in stock purchase:
Balance of investment account:
Cost of first purchase ........................... $88,560.00
Earnings to June 30, 1920 .........................
10,800.00
Total ............................................................
Cost of second purchase ...........................

$99,360.00
21,600.00

Balance of investment acc’t at July 1, 1920 $120,960.00
Less book value of stock held:
Par of stock outstanding ....... $100,000.00
Surplus from sale of $20,000
at 120 .............................
4,000.00
Surplus at December 31, 1919.. 17,400.00
Earnings to June 30, 1920 .... 12,000.00

Total book value at July 1, 1920 $133,400.00
90% thereof ................................................

Total goodwill on consolidated balance-sheet ....

120,060.00

900.00
$10,900.00

Goodwill at December 31, 1920:
Goodwill on books of Company A .....................
$10,000.00
Goodwill in stock purchase:
Balance of investment account at Dec. 31:
Balance at July 1st (as above) ................ $120,960.00
Less dividends—July 3, 1920 ...................... 3,600.00
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Balance......................................................... $117,360.00
Add profits to December 31st ..................
12,150.00
Balance at December 31, 1920 .................. $129,510.00
Less book value of stock:
Book value of total stock
(July 1) ........................... $133,400.00
Less dividends, July 3rd.........
4,000.00
Balance........................................ $129,400.00
Add profits to December 31st.. 13,500.00

Total book value at Dec. 31st.. $142,900.00
90% thereof ................................................

128,610.00

Total goodwill on consolidated balance-sheet ....

900.00

$10,900.00

The goodwill might also be determined thus: the first purchase of stock
involved a goodwill item of $900.00; the second purchase involved no
goodwill since the payment for the stock increased the subsidiary’s book
value an amount exactly equal to the price paid. Of course, if the minority
interest had not taken its proportion of the unissued stock, the condition
would be different, for in that case a portion of the premium paid in by
the holding company would go to enhance the value of the minority interest.
But since the new stock is issued in amounts proportionate to the former
holdings, and since all purchasers pay the same price, the entire amount
paid in by the holding company goes to enhance the book value of its
holdings.
Minority interest at December 31, 1919:
Capital stock of Company A .................................................... $80,000.00
Surplus ......................................................................................
17,400.00

Total ..........................................................................................

$97,400.00

Minority interest, 10% ..............................................................

$ 9,740.00

In addition to their interest in the stock and surplus, the minority
stockholders are entitled to 10% of the declared dividends, or $560.00. This
item, however, would appear on the consolidated balance-sheet as dividends
payable and not as minority interest.

Minority interest at July 1, 1920 (assuming that the balance-sheet is drawn
up after the sale of stock at 120) :
Capital stock of Company A ..............................
$100,000.00
Surplus:
At December 31, 1919 ..................................... $17,400.00
Add profits to June 30, 1920 .........................
$12,000.00 29,400.00
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Capital surplus from sale of stock ........

4,000.00

Total .......................................................................

$133,400.00

Minority interest, 10% .........................................

$13,340.00

Minority interest at December 31, 1920:
Capital stock of Company A .............
Surplus:
At July 1, 1920 (as above) ..................................
Less dividends, July 3rd ................................

$29,400.00
4,000.00

Balance ..............................................................
Add profits to December 31, 1920 ..................

$25,400.00
13,500.00

$100,000.00

38,900.00

Capital surplus .....................................................

4,000.00

Total .......................................................................

$142,900.00

Minority interest, 10% ........................................

$14,290.00

Consolidated surplus:
At December 31, 1919 .................. $46,000.00
At July 1, 1920 .................................... 57,000.00
At December 31, 1920 .......................
68,000.00
These are the balances of the surplus account on Company B’s books.
No portion of the subsidiary’s operating surplus is added to these amounts
because the holding company has already taken up its proportion of the
subsidiary’s earnings. The proportion of the $4,000.00 capital surplus is
not added because the payment of a premium by Company B constitutes
merely a transfer of funds from B to A and not an earning of Company B.

2. The M Company of New York started in business on January 1, 1920,
manufacturing a patented article. It entered into a contract with the
S Company of Chicago. This contract contained the following provisions:
(a) The S Company shall have the exclusive right to sell the M Com
pany’s product.
(b) All goods manufactured by the M Company during the month shall
be shipped to the S Company on or before the last day of the month.
(c) All goods shall be shipped on consignment and be billed to the
S Company at 120 per cent. of the estimated cost of manufacture.
(d) Cost of manufacture shall include all material, labor and manu
facturing expenses, to which shall be added 6 per cent. interest on the
M Company’s investment in plant assets used in manufacturing.
(e) The S Company shall remit as an advance 60 per cent. of the billed
price of the goods on receipt thereof. The remainder of the billed price
shall be remitted as soon as the goods are sold. The S Company may
sell at any price it chooses, above the billed price, the excess being the
profit of the S Company.
(f) Records shall be kept on the M Company’s books as follows:
Consignments shall be charged to “S Company, consignee,” and
credited to “consignments outward” at billed price (i. e., estimated
cost including interest, plus 20 per cent.).
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Advances shall be credited to “S Company, advances.”
Sales reported by the S Company shall be recorded as follows:
Debit “S Company” and credit “sales” at billed prices;
Transfer from “S Company, advances” to “S Company” the
advances applicable to goods sold;
Credit “S Company” with remittances in final settlement.
(g) At the end of the year, the M Company shall ascertain the true
manufacturing cost, to which has been added 6 per cent. interest on plant
assets, as well as 20 per cent. of the total so obtained, to determine the
adjusted bill prices, and shall make the following adjustments:
Raise or lower the balances of the “S Company, consignee” and the
“consignments outward” accounts to the adjusted billed price of
goods unsold.
Adjust the “advances” account so that its balance shall be 60 per
cent. of the adjusted billed price of goods received by the S Com
pany and still unsold, offsetting entry to be made in the “S Com
pany” account.
Adjust the sales account and the “S Company” account for any
discrepancy between the estimated and adjusted billed prices of
goods sold.
Any balance in the “S Company” account, after making these adjust
ments, shall be due immediately by or to the M Company.
At December 31, 1920, the M Company’s trial balance included the
following balances:
Manufacturing account (after closing thereto all
manufacturing accounts as well as interest on
plant assets) ............................................... $180,000
Interest on plant assets .........................................
$ 3,000
S Company, consignee .........................................
240,000
Consignments outward (total for the year) ....
240,000
S Company advances (advances received less those
applied in settlement for sales) ...............
18,000
S Company (account balances and is closed)
Sales .......................................................................
170,000
The M Company has shipped all goods manufactured.
The S Company has paid all advances on goods received and made
settlement at estimated billed prices for all goods sold.
Make the adjusting entries required in (g) above.
State the gross profit of the M Company on sales made by the
S Company.
Determine the inventory of unsold goods at true manufacturing cost.
Solution. In solving this problem it is advisable to build up the
“S Company advances” account (which shows only a balance of $18,000)
and the “S Company” account (which is closed). This can be done by
making the entries called for in paragraph (f) of the problem.
The charge to “S Company, consignee” and the credit to “consignments
outward” was $240,000.
The next entry is: debit cash and credit “S Company, advances” with
60% of the billed price of goods received by the S Company. This will
not necessarily be 60% of the $240,000 shipments, because there may be
goods in transit.
The balance of the advances account is ...........
$ 18,000.00
There has been transferred from “advances” to
“S Company” account in settlement for
goods sold 60% of $170,000 sales, or.........
102,000.00

Hence the total advances paid by the S Co. were
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Cash .................................................................... $120,000.00
S Company, advances ..................................
$120,000.00
To record total advances.
The entries for sales were:
S Company .........................................................
170,000.00
Sales ..........................................
170,000.00
To record total sales of consigned goods.
S Company, advances .......................................
102,000.00
S Company ....................................................
102,000.00
To transfer the advances applicable to goods sold.
Cash ...................................................................
68,000.00
S Company ....................................................
68,000.00
Final settlement for goods sold.
We can now ascertain the billed price of goods unsold:
Total consignments—at billed price..................
240,000.00
Less consignments received by S Company:
$120,000.00 ÷60% ..................................
200,000.00

Goods in transit ................................................
Goods received by S Company (as above) ...
Less goods sold ................................................

$ 40,000.00

200,000.00
170,000.00

Goods in possession of S Company ................

30,000.00

Total inventory at estimated billed prices ....

$ 70,000.00

The next step is to make the adjustments called for in paragraph (g).
True cost of manufacture, including interest ...................... $180,000.00
Add 20% thereof ....................................................................
36,000.00

Adjusted billed price ..............................................................

$216,000.00

Then $216,000.00 ÷ $240,000.00 = 90% or rate of adjusted billed price
to estimated billed price.
First adjusting entry:
Consignments outward ...................................... $177,000.00
S Company consignee ..................................
$177,000.00
To lower balances of accounts to adjusted
billed price of goods unsold:
Balance of accounts .................... $240,000.00
Less adjusted billed price of goods
unsold: (90% of $70,000.00).. 63,000.00
Adjustment ..................................

$177,000.00

Second adjusting entry: The advances account is to be adjusted so
that its balance will be 60% of the adjusted billed price of goods received
by the S Company and unsold.

58

Students' Department
S Company advances ....................................... $ 1,800.00
S Company ....................................................
$ 1,800.00
Total
60%
Estimated billed price of inventory ....$30,000
$18,000
Adjusted billed price of inventory .... 27,000
16,200

Excess advances on goods unsold.........

$ 1,800

Third adjusting entry: The sales account and the S Company account
must also be adjusted because of the over-estimate in the billed price of
the goods sold for which payment has been made.
Sales ................................................................... $ 17,000.00
S Company ....................................................
$ 17,000.00
Billed price of goods sold......... $170,000.00
Adjusted price: 90% thereof ... 153,000.00

Adjustment for over payment ..

17,000.00

The amount now due to the S Company is computed as follows (though
not asked for by the problem) :
For excess advances on goods unsold ........... $ 1,800.00
For excess settlements on sales .....................
17,000.00

Total ..................................................................

$ 18,800.00

In order to determine the gross profit on sales, it is necessary to deter
mine the true cost of the goods sold.
The estimated billed price of goods manu
factured was ......................................... $240,000.00
The estimated billed price of goods unsold was
70,000.00

The estimated billed price of goods sold was..

$170,000.00

Then 17/24 of $180,000.00 = $127,500.00 cost, including interest, of
goods sold
and 7/24 of $180,000.00 = $52,500 cost, including interest, of goods
unsold.
Sales, at adjusted price ...................................................... $153,000.00
Less cost of goods sold, including interest .....................
127,500.00
Gross profit on sales, not including interest realized
by sales .................................................................... $ 25,500.00
Add interest realized by sales: 17/24 of $3,000.00 ...........
2,125.00
Total gross profit on sales ..............................................
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The inventory of unsold goods at cost including inter
est was ........................................................................... $ 52,500.00
Deduct interest included in cost: 7/24 of $3,000.00 .........
875.00

True manufacturing cost of inventory ............................

$ 51,625.00

ACTUARIAL (Optional)
3. The federal estate tax imposes “a tax equal to the sum of the
following percentages of the value of the net estate:
1 per centum of the amount of the net estate not in excess of $50,000;
2 per centum of the amount by which the net estate exceeds $50,000
and does not exceed $150,000;
3 per centum of the amount by which the net estate exceeds $150,000
and does not exceed $250,000.
The rates are further graduated up to 25 per cent.
The net estate is computed by determining the gross estate and making
deductions for liabilities, funeral and administration expenses and an
exemption for $50,000.
The regulations provide that when the decedent was entitled to receive
an annuity of a definite amount during a specified number of years and
the right constitutes an asset of his estate, the present worth of the annuity
at the time of the decedent’s death must be computed on a four per cent.
basis and be included in the gross estate.
The regulations further provide that when the decedent possessed a
remainder interest in property subject to an estate for a term of years,
and such interest constituted an asset of his estate, the present worth of
the remainder interest at the time of his death must be computed on a
four per cent. basis and be included in the gross estate.
George Smith died on January 1, 1921. His estate consisted of:
Sundry real and personal property valued at $215,000.00;
An annuity of $10,000 per annum, payable at December 31st for a
period of twenty years, the tenth payment of which was received
on December 31, 1920;
A remainder interest in a fund of $40,000, subject to an estate for
fifteen years. This estate will terminate on December 31, 1930.
Liabilities and expenses totaled $35,000.
Present value at 4 per cent. of one dollar due 10 years hence = .675564.
Compute the estate tax.

Solution.
Gross estate:
Sundry real and personal property ....................................... $215,000.00
Present worth of annuity of ten payments of $10,000 each,
the first of which is due one year hence:
Present value of $1 at 4% due in 10 years = .675564
Compound discount
= .324436
Present value of annuity of 1 = .324436 ÷ .04 = 8.1109
Present value of annuity of 10,000 = 8.1109 X 10,000 =
81,109.00
Present worth of remainder interest in fund of $40,000,
subject to an estate for 10 years:
Present value of $1 due ten years hence at 4% = .675564
Present value of $40,000 = .675564 X 40,000 =
27,022.56
Total .........................................................................................
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Deduct:
Liabilities and expenses ....................................
Exemption ...........................................................

$35,000.00
50,000.00

Net estate .....................................................................................

85,000.00
$238,131.56

TAX

On $ 50,000.00 at 1% ...........................
“ 100,000.00 “ 2% ...........................
“
88,131.56 “ 3% ...........................

Total

$238,131.56

$ 500.00
2,000.00
2,643.95

$5,143.95

Answer all the following questions:
4. Recently it has been urged that if the replacement cost of fixed assets
is greatly in excess of their cost, depreciation should be computed on
replacement values, so that the reserve for depreciation will be equal to
the replacement value when the time arrives for abandoning the old prop
erty and acquiring new. It is contended that if this procedure is followed
the company will have sufficient cash to make replacements without im
pairing the capital. State your opinion in regard to this matter.
Answer. While it is desirable for the corporation to take into con
sideration the fact that replacement costs are in excess of actual costs,
the recommended procedure does not seem to be good accounting, nor
will it necessarily result in the company having “sufficient cash to make
replacements without impairing the capital.”
It is not good accounting because the credit to the depreciation reserve
is offset by a charge to operations. This charge to operations should be
based on the cost of the assets now in use. The probable greater cost of
new assets will be absorbed by charges to operations in future periods
when more expensive assets are in use. In other words, the proposed
method will result in an overstatement of manufacturing costs and a con
sequent inflation of inventories and understatement of profits.
The procedure will not necessarily provide “sufficient cash to make
replacements without impairing the capital.” In the first place, setting
up a reserve based on cost during the first part of the life of an asset,
and based on replacement value during the last part of the life of the
asset, will not create a reserve equal to the replacement cost at the
termination of the life of the asset.
In the second place, the procedure will not provide cash because a
reserve is an entirely different thing from a fund. Setting up a reserve
does not set aside cash. While it will decrease the amount of profits
available for dividends and thus tend to reduce the amount of cash
distributed among the stockholders, it will not prevent the use for other
purposes of the cash retained from dividends.
In the third place, and as to the impairment of capital, a reserve based
on cost will be sufficient to avoid this result, because such a reserve will
take care of the present cost of depreciation and prevent the payment of
dividends in excess of profits. If such a reserve is set up the capital will
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not be impaired by the subsequent purchase of more expensive assets be
cause such a purchase would merely be an exchange of assets and not a
loss. If the intention is to avoid the impairment of working capital, this
would be better accomplished by limiting dividends and creating a fund.
The proposal that dividends be limited may suggest the advisability of
an increase in the reserve in order to reduce the profits available for divi
dends. But instead of increasing the depreciation reserve with the erron
eous results discussed above, it would be better to provide a depreciation
reserve on a basis of cost, and set up another reserve or appropriated
surplus account which in time will equal the difference between original cost
and replacement cost.
5. A corporation has an issue of $100,000 of cumulative preferred stock
bearing 6 per cent. dividends. No dividends have been paid for two years.
How would you disclose the facts in a balance-sheet dated December
31, 1920, if
(a) A dividend of $12,000 on the preferred stock was declared on
December 27th, payable January 15th, and there is a remaining
surplus of $5,000?
(b) No dividends have been declared and there is a surplus of$17,000?
(c) No dividends have been declared and there is a surplus of$4,000?
(d) Nodividends have been declared and there is a deficit of $7,000?
Answer.
(a) The declared dividends should be shown as a current
liability and the surplus of $5,000 should be shown without comment.
(b) The surplus should be shown as follows:
Surplus:
Subject to cumulative preferred dividends
in arrears ......................................... $12,000
Free .................................................................
5,000 $17,000
(c) Two methods are available:
Surplus (subject to $12,000 preferred dividends in arrears)
4,000
Or show the surplus of $4,000 and add a footnote to the balancesheet calling attention to the dividends in arrears.
(d) Show the deficit as a deduction from the capital stock, and call
attention to the cumulative dividends by means of a footnote.
6. At December 31, 1920, a company priced its inventory at the market
value at that date, which was considerably less than cost. At a meeting
of the board of directors, held prior to closing the books for 1920, the
probability of a further market decline in 1921 was discussed, and it was
decided that some provision should be made for this contingency. State
whether you think such a provision is necessary or not; how you would
make such provision; and what the effect would be on the profits for 1920.
Answer. The provision for possible future inventory losses is not nec
essary in determining the profits for 1920 because the loss is not only
uncertain but also, if it does occur, it has no relation to the past year.
If the directors propose to pay dividends equal to the total surplus, it
might be advisable to reduce the surplus available for dividends by mak
ing a provision for the future loss, because if the company begins 1921
with no surplus, a loss in 1921 will impair its capital.
If provision is to be made, it should be done by creating a reserve by
a charge to surplus. At December 31, 1920, this reserve will be shown
on the balance-sheet as appropriated surplus and as a part of the net worth.
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There should be no effect on the profits for 1920, as a decline in values
in 1921 should be absorbed as a loss of 1921. It is for this reason that
the reserve is provided out of surplus, after ascertaining the profits for 1920.

Goodwill in Consolidated Balance-sheet
Editor, Students’ Department:
Sir: I would greatly appreciate your opinion on the following matter.
In my study of consolidated balance-sheets I have found that when
stock of subsidiary companies is purchased at a price in excess of the
combined value of the capital stock and surplus of the subsidiary, such
excess is generally debited to a goodwill account on the consolidated
balance-sheet. Suppose the subsidiary instead of having a surplus, had a
deficit, would goodwill be set up just the same? And, if the price paid is
less than the value received, is the excess value credited to surplus or
to the purchasing company’s goodwill account? Suppose a consolidated
balance-sheet set up directly after the purchase of stock of a subsidiary
company shows a goodwill account of $100,000. Is this goodwill account
set up at this figure on succeeding balance-sheets, or is each one made up
independently of the preceding one? Certainly after a company has owned
a subsidiary for several years, and each succeeding year shows a larger
deficit in the subsidiary’s accounts from operations, it would not seem
logical to increase the goodwill account each year on the consolidated
balance-sheet.
Yours truly,
Quincy, Massachusetts.
C. L.
It is customary to include in the goodwill account on the consolidated
balance-sheet any excess of the purchase price of the subsidiary stock
over the book value of the stock acquired at the date of acquisition. There
fore, if the subsidiary has a surplus at the date of acquisition, the addition
to goodwill is determined as follows:
Purchase price ......................................................................... $100,000.00
Less book value at acquisition:
90% of 100,000 capital stock .......................
$90,000.00
90% of 10,000 surplus ................................
9,000.00
99,000.00
Addition to goodwill .............................................................. $ 1,000.00
If the subsidiary has a deficit at the date of acquisition, the addition
to goodwill is computed as follows:
Purchase price .........................................................................
$91,000.00
Less book value at acquisition:
90% of 100,000 capital stock.........................
$90,000.00
90% of 3,000 deficit....................................
2,700.00
87,300.00

Addition to goodwill .............................................................. $ 3,700.00
If the price paid is less than book value, the customary method is to
deduct the “negative goodwill” from any positive goodwill, wherever found.
That is to say, the deduction is made from goodwill on the books of the
holding company or of any of the subsidiaries or goodwill arising from
the holding company’s purchase of the stock of other subsidiaries at more
than book value.
My opinion is that this is incorrect. If the holding company acquired
the stock at less than book value, it would seem that one of three things
was the cause.
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(a) Some asset on the subsidiary’s books was overstated. If there is a
goodwill account on the books of this subsidiary, it would seem correct to
offset the negative goodwill in the purchase from the positive goodwill in
the subsidiary’s account If some other asset is overstated, the difference
between book value and purchase price should be deducted from this asset
as a reserve.
(b) The holding company made a fortunate purchase by acquiring stock
worth more than was paid for it. If the holding company acquired the sub
sidiary stock by an issue of its own stock, the excess of book value would
seem to be premium, to be credited to capital surplus. There is no essential
difference if the holding company paid cash for the stock.
(c) The earnings of the subsidiary are so small that the investment is
not worth the book value of the net assets of the subsidiary. Since the
holding company’s earnings may be correspondingly reduced, its goodwill
may be reduced, in which case it might be logical to deduct the difference
between book value and purchase price from the holding company’s goodwill.
But if this method is followed, it would be pertinent to ask why the holding
company acquired stock which was expected to cause a reduction in its
net earnings.
Since the goodwill is the excess of purchase price over book value at
acquisition, and since subsequent earnings or losses of the subsidiary will
not affect the book value at acquisition, it follows that the goodwill in sub
sequent consolidated balance-sheets will be the same as the goodwill in
the balance-sheet at acquisition, unless other purchases or sales of subsidiary
stock change it.
Bad Cheques
Editor, Students’ Department:
Sir : Please submit the journal entries to cover the following transaction:
On July 1st we sold a bill of goods costing $80.00, for $100.00, receiving
a cheque endorsed by the purchaser in the amount of $130.00, and we paid
him the difference in cash. On July 10th the cheque came back marked
“no funds.” We were unable to collect anything from either the maker
or endorser of the cheque.
Chicago, Illinois.
G. F. M.
The cost and selling price of the goods are immaterial to the problem.
The case is not essentially different from losses on bad debts. In such
cases there is no attempt to take out of the trading accounts the profit which
was originally supposed to have been made on the sale of goods. In fact,
it would probably be wrong to attempt to take such profit out of the
trading accounts. Two facts must be considered: a sale made at a profit,
and a loss from inability to realize on an asset.
As bad debts are charged off to profit and loss, so should the bad cheque
be charged off. The only entry necessary to record the transaction is a debit
to expense or some other nominal account and a credit to cash of $130.00.
Inventory of Supplies
Editor, Students’ Department:
Sir: Will you please favor me with an answer to the following:
A manufacturing corporation has adhered to a policy for more than
twenty years of charging all factory supplies direct to expense accounts.
No inventories of factory supplies were taken at the end of their fiscal
periods. The value of the factory supplies on hand, therefore, did not
appear on the books of the company.
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It now wishes to change its method of accounting for factory supplies.
On December 31st of this year it intends to take a physical inventory of
the factory supplies and set up the inventory on the books, charging the
expense accounts when the supplies are used. Should it credit surplus
account or should it credit the 1921 expense accounts when the inventory
account is set up?
Will the company have to pay a federal income tax on the increase of
the surplus account or profit-and-loss account as a result of the change
in method of accounting for factory supplies?
Cambridge, Massachusetts.
R. H. A.
In order to obtain a correct statement of operations for 1921, profit and
loss should be charged with the excess of the inventory of supplies at
January 1, 1921, over the inventory at December 31, 1921. On the other
hand, if the inventory at the end of the year is greater than at the beginning
of the year, profit and loss should be credited with the difference since some
of the purchases of supplies, charged to profit and loss, have been left unused
in the inventory. Surplus should be credited with an amount in either case
sufficient to balance the journal entry.
Since there is probably no information as to the inventory at the begin
ning of the year, and since there was probably little variation between the
two inventories, it would be better to credit the entire amount of the inven
tory at the end of the year to surplus than to credit it to profit and loss.
The Students’ Department does not answer questions relating to fed
eral taxes.
Discounts and Price Fluctuations in Contract Costs
Editor, Students’ Department:
Sir: Will you kindly answer the following questions?
The A Company manufactures gas appliances and fixtures and has
agreed with the B Company to sell them their entire output for the year
1920 at cost, plus 10%. The trial balance of the A Company, before
closing at December 31, 1920, included the following credit items:
Cash discounts on purchases .............................................. $1,200.00
Reserve for inventory adjustment set aside out of surplus 3,350.00
This reserve was set aside to take care of an anticipated reduction in
inventory, due to a decline in market prices. Inventories, both at Decem
ber 31, 1919, and December 31, 1920, were taken at market prices.
Should the B Company derive any benefit from these two items? In
other words, is cash discount on purchases considered an item of cost,
and since both inventories were taken at market prices, should the reserve
set aside to take care of depreciation in market prices enter into the cost
of production for the year 1920? My contention regarding the above
items is as follows:
1. Since the A Company were in such financial condition that they
could take advantage of all cash discounts, the B Company should derive
no benefit therefrom; or, in other words, the cost of production of the
A Company should not be reduced by this amount. On the other hand,
had it been necessary for the A Company to borrow money with which
to take advantage of cash discounts, the interest thereon would have been
a proper charge to the cost of production, and likewise the advantage
thus derived from discounting invoices would be a proper credit to the
cost of production.
2. Since the amount $3,350.00 was set aside out of surplus, and is
therefore a surplus reserve, and since both inventories, as above men
tioned, were taken at market prices, and also since any loss in inventory
during the year in question, due to a decline in market prices is charge
able to the cost of production for the year (assuming, of course, that the
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inventory is not abnormally high), I see no reason why the amount set
aside as a reserve should not be credited back to surplus, from whence
it came, and not in any way affect the cost of production for the year.
Very truly,
T. A. D.
It is impossible for me to agree with your reasoning in (1). There
would have to be a specific agreement between the two companies covering
cash discounts. Without such an agreement the A Company would not
be entitled to charge production with interest on money borrowed, nor
would they be required to credit production with cash discounts taken.
Incidentally, I think that your argument is not entirely logical. You
say that when the A Company has sufficient money to take discounts the
B Company is not to be permitted to derive any benefit therefrom. But
if the A Company pays interest and takes discounts, the B Company
should get the benefit of any excess of discount received over interest
paid, or bear the burden of the excess of interest paid over discounts
received. It seems to me that the same principles should govern a gross
earning from discount, a net earning from the excess of discounts over
interest, and a net loss from the excess of interest over discounts; and
the method to be applied must depend on an agreement.
As to the inventory reserve, you are quite right. The inventories at
the beginning and end of the period should be valued in accordance with
the standard rule, but if the A Company sees fit to set up a reserve
out of surplus for future losses from a further decline in the market
during 1921, the costs of production during 1920 should not be affected
by setting up the reserve, and it certainly should not be considered income
for 1920 nor a reduction of the cost to manufacture during 1920. Neither
should it have any effect on the cost of production in 1921. The reserve
should be credited back to surplus, and production should be charged
with material at the market value used in the inventory at the beginning
of 1921.

Correspondent's Name Omitted
On page 467 of the December number of The Journal there appears
a letter headed Another Tax Problem. Through some unfortunate over
sight the name of the author, Otis J. Tall, was omitted.
Anonymous Communications
It seems necessary once more to call attention to the fact that anonymous
letters cannot receive the attention of the editor of this department. All
letters should contain the name and address of the writer, although initials
or a pseudonym will be published instead of the name if the writer
expresses such a desire.

M. W. Mattison and Leonard S. Davey announce the formation of a
partnership under the firm name of Mattison & Davey with offices at
141 Broadway, New York.

Maurice Goldberg announces the removal of his office to the Gotham
National Bank building, 1819 Broadway, New York.
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